Abstract: Public policy designed to encourage home ownership has operated primarily through the federal income tax system in the United States. With multiple incentives for homeownership, the income tax system is the main tool by which the federal government encourages families to become home-owners and accumulate wealth in the form of real estate. Recent policy debate over reform of the tax system has questioned whether a mainstay of this system, the mortgage interest deduction (MID), is the best way to accomplish the stated objective. Last year the President's Advisory Panel on Federal Tax Reform recommended converting the MID into a 15% tax credit subject to regional caps related to median house prices, touching off a vigorous public debate on the importance of the MID. The purpose of this paper is to examine economic implications of that recommendation. We model how switching from the MID to a credit would affect housing finance choices between debt and equity and show how these changes would have changed the tax benefits for various households. Furthermore, we simulate the number of mortgage originations in 2004 (the most recent year which data is available) that would have been subject to the caps in the Panel's recommendation, and we identify the specific urban housing markets that would have been most severely affected. Finally, we conclude with policy discussion of the proposed credit alternative.
Introduction and Background:
Public policy designed to encourage home ownership has operated primarily through the federal income tax system in the United States. With multiple incentives for home-ownership, the income tax system is the main tool by which the federal government encourages families to become home-owners and accumulate wealth in the form of real estate. Net housing wealth as a share of total net worth has historically fluctuated between 17 and 28% with an average of 23% since 1952. Recently, this share has risen steadily from a low of 17% in the fourth quarter of 1999 to its current 25% of total net worth. Home mortgages are a key component to calculating housing wealth. From an accounting perspective, home mortgages are subtracted from home equity, making them, at least initially, yield no net benefit in terms of accumulated wealth.
Taking a long-term perspective, however, mortgages can make purchasing a home feasible for consumers who cannot finance with equity. This option makes home ownership possible for a greater number of consumers and assists in the accumulation of housing wealth in the long term.
The largest subsidy in the federal income tax code aimed at encouraging homeownership is based on interest paid on a home mortgage. The mortgage interest deduction (MID) allows taxpayers to deduct interest paid on a mortgage from their taxable income.
The U.S. government's Office of Management and Budget (2006) estimates that the deduction for mortgage interest will reduce income tax revenues by $79.9 billion in fiscal year
2007. This will make it the second largest tax expenditure in the federal income tax code, behind only the exclusion of employer contributions for medical insurance premiums and medical care.
The deduction allows homeowners to reduce their taxable income by the amount of interest paid on a first home as well as for interest paid on second home mortgages and home equity loans.
The effect of these subsidies is to alter the price of owner-occupied housing for taxpayers who claim these deductions, making it more attractive to purchase a home 1 .
The MID's effectiveness at encouraging home ownership has been a point of contention.
While subsidizing owner-occupied housing through the MID increases the housing stock, it may not be as effective in causing changes in tenure choice (from renting to owning) as alternative policies. Criticisms of the MID as an instrument for encouraging home ownership are based largely on the design of the subsidy. Because the subsidy takes the form of a deduction from taxable income, it is only available to taxpayers who itemize, and is also more valuable to households whose incomes put them in higher tax brackets. Also, since the subsidy is based on how much interest is paid on a mortgage, larger subsidies are given to those who purchase more expensive homes (subject to a mortgage maximum of $1 million).
If the policy concern is to stimulate home ownership among low to moderate income households, alternative policies may be more effective than the MID. Our paper will examine the economic implications of one such alternative policy that was recently a prominent part of the President's Advisory Panel on Federal Tax Reform. The Panel recommended converting the MID into a 15% tax credit, subject to a cap on mortgage size tied to the median price of housing in the home's geographic location. Since the credit could be claimed by all home-owning families, not just itemizers as with the MID, the housing subsidy would be made available to many more families. The Panel argued that this change would encourage more home-ownership, and that the geographic caps would simultaneously remove the incentive for home-owning 1 It should be noted, however, that the Office of Management and Budget estimates the cost of the MID as a tax expenditure using a simple estimation method based on the number of itemizing households and the size of the interest deductions. Some research suggests that behavioral responses to the elimination of the MID may make the actual cost much smaller. For example, Follain and Melamed (2001) argue that elimination of the MID would induce households to refinance their homes, substituting equity for debt. Taking this portfolio shuffling into account, they estimate that elimination of the MID would add only $10 billion in additional revenue each year families to consume larger amounts of housing. Reducing the size of the tax incentive for these families on their inframarginal housing purchases would better target the subsidy at its goal.
This paper is the first to model how the Panel's proposal would affect housing finance choices between debt and equity and show how these changes would have changed the tax benefits for various households. The model highlights why the benefits of the MID go primarily to high income families (namely higher marginal tax rates, higher house prices, and higher likelihood of itemizing), and how far a capped credit can go towards targeting the incentive to individuals who are more likely to be on the margin between ownership and renting. We are also the first to use 2004 HMDA data on actual mortgages to simulate the number of mortgage originations that would have been subject to the caps in the Panel's recommendation, and identify the specific urban housing markets that would have been most severely affected. Our paper also offers a unique breakdown of how the proposed policy would affect homebuyers of different races, income levels, and mortgage amounts.
The remainder of the paper begins with a discussion of the previous literature on subsidizing home ownership. We then outline a model that shows how offering a mortgage interest tax credit (with the proposed caps) differs from a deduction in terms of its implications for the user cost of owner occupied housing. We continue by giving a detailed explanation of the President's Advisory Panel's recommendation for changing this subsidy, including how the location-specific caps are calculated. We estimate the number of mortgages that would have been affected by these caps (in 2004) at the MSA, state and national level, including summary statistics on the income and race of applicants for both the entire sample of mortgage originations in 2004 and the mortgage originations that were for amounts above the proposed caps. We estimate that while only 13% of mortgage originations would be affected nationwide, some geographic areas will be affected more significantly than others. At the state level, the percent of affected mortgage originations reaches a high of 26% in California, while at the MSA level it reaches a high of 67.5% in San Francisco. We then discuss the proposed policy changes with attention given to how they may impact housing wealth. The final section of the paper discusses come the concerns with transitioning from the current law to the Panel's recommendation and concludes.
Previous Studies:
Economists have long been concerned about the efficiency and equity effects of housing subsidies. Rosen (1985) reviews the early literature, which found that these subsidies have significant effects on both the choice between owner-occupied and rental housing and on the quantity of housing consumed. Conditional on home ownership, Rosen (1979) estimates that without tax subsidies U.S. residents would have lived in homes that were 9-17% less valuable than their current homes in 1970. The range of estimates in that study is due to differences across the income distribution. King (1981) similarly estimates that the elimination of tax subsidies for housing in the United Kingdom would reduce the quantity of housing consumed by about 13.7%. Rosen (1979) also translates these consumption distortions into efficiency loss estimates.
He calculates that his estimates for the year 1970, mentioned above, translate into an average annual excess burden of about $192 in 1980 dollars. Rosen (1985) also notes that some of the early literature expressed a concern that subsidy-induced housing consumption comes at the expense of business investment (e.g., Summers, 1980) . However, he notes that prior to 1985 the econometric evidence on this issue was insufficient to establish this relationship. Mills (1989) Rosen (1985) also discusses two significant early studies on the choice between owneroccupied and rental housing. Rosen and Rosen (1981) estimate that tax subsidies for owneroccupied housing raised the home-ownership rate by about 4% in 1974. Hendershott and Shilling (1982) make slightly higher estimates (5-6.5%) depending on the assumed average marginal income tax rate.
On the equity front, both Rosen (1979) and King (1981) extend their analyses to assess the distributional implications of eliminating housing tax subsidies. Both studies find that the elimination of these subsidies would tend to reduce income inequality relative to the status quo. Rosen (1979) shows that this result would hold in the United States (although to a lesser degree) even if total tax revenues are kept constant through a proportional tax cut.
More recently, Follain and Ling (1991) analyzed the effects of the Tax Reform Act of 1986 (TRA86) on both renters and home owners. TRA86 reduced the overall size of the federal housing subsidy by more than 30%. It did that by reducing subsidies for both renters and owners. For owner-occupants the value of the MID fell as marginal tax rates were reduced.
Their most surprising result was that the distribution of the housing subsidy was just as skewed in favor of high-income households after TRA86 as it was before. According to their estimates, the top 12% of the income distribution receives about 54% of the housing subsidy.
Their result was surprising since TRA86 reduced marginal income tax rates, the most important determinant of the size of the housing subsidy. In fact, the reductions in marginal income tax rates were largest for high-income taxpayers, leading to the expectation that the subsidy would be less progressively distributed after the tax reform. They found that the distribution of housing subsidy benefits was not improved due to the fact that other elements of TRA86 reduced the value of the MID for low and moderate income households. These elements included an increase in the standard deduction and a reduction of the number and size of non-housing deductions. Follain and Ling show that the MID was made essentially worthless for many households with incomes below $42,500.
The advantages of the MID also apply unevenly across regions of the country due to variations in the rate of itemization and housing prices. The result is that the incentive effects of the MID are not uniform, but vary in systematic ways across regions and metropolitan areas.
Using 1995 IRS tax data, Brady, Cronin and Houser (2003) found, for example, that just 21% of taxpayers itemize in the West South Central region of the United States, while 38% itemize in the New England and Mid-Atlantic regions. For those taxpayers that do itemize, the average size MID varies from $5,700 in the West North Central division to $10,000 in the Pacific division.
The average tax savings due to the MID ranged from $1,100 in the East South Central division to $2,100 in the Pacific division. BCH also investigated the regional causes of MID variation, finding that income variation accounts for part, but not nearly all, of the variation. Anderson and Roy (2001) examined the distributional impact of elimination of housing tax preferences. In particular, they simulated the effect of eliminating both the mortgage interest and property tax deductions. Their simulations show that elimination of these housing tax preferences would increase the progressivity of the income tax significantly, as measured by the change in the Suits index, with a bootstrapped confidence interval.
Modeling Housing Tax Subsidies:
In this section we present a simple model of the user cost of home ownership that highlights the factors affecting the size of the housing tax subsidy provided by the U.S. tax system. We begin with a model of the user cost of ownership that assumes the real economic profit from homeownership is fully taxed. Using that model as a benchmark, we then introduce tax incentives found in the U.S. tax system and consider the effects for both itemizers and nonitemizers. The model reveals how the size of the housing tax subsidy varies with the home price, mortgage interest rate, share of the house price that is debt financed, marginal income tax rate, and the property tax rate. With knowledge of the determinants of the subsidy size, we then derive implications for household decisions regarding tenure choice (rent vs. own) and the quantity of housing to consume. We then modify the model to consider the potential effects of switching from a MID to a capped credit.
The benchmark case is that of fully taxing the real economic return to homeownership.
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Following Poterba (1992) and Glaeser and Shapiro (2002) , the net-of-tax income (or economic profit) from owning a home with price P H with imputed rental value of R for a homeowner with a marginal income tax rate of τ is:
where i is the interest rate, τ p is the property tax rate, m is the maintenance and depreciation cost rate, and π is the inflation rate. The term in curled braces captures the homeowner's forgone equity cost minus any capital gain. The equity cost includes the foregone interest on the housing asset plus the property taxes and maintenance and depreciation costs. The nominal capital gain to the owner is the rate of inflation applied to the price of the house.
In a competitive equilibrium the net economic income from homeownership is driven to zero. Setting the above expression equal to zero and solving for R results in the equilibrium condition of the imputed rent expression:
This is the competitive equilibrium rent that would occur if the income tax system fully taxed the net income from housing as it taxes the interest earned on other investments. It represents the cost of housing to the homeowner.
Housing Subsidy for Itemizers
Now, consider the effects of the U.S. income tax system, which deviates from this standard. Most importantly, the U.S. income tax system does not tax the implicit rental income from housing, while it does permit deductions for mortgage interest and local property taxes.
For an itemizer, the user cost is reduced due to deductibility of mortgage interest and property taxes. The MID is limited to mortgages of $1 million or less for a married couple where the proceeds are used to buy, build, or improve the home. It is limited to mortgages of $100,000 or less where the proceeds are used for purposes other than to buy, build, or improve the home (e.g.
home equity line of credit to pay off consumer debt, buy a car, or pay tuition). These limits are cut in half for single filers.
The foregone interest on the equity in the housing asset is the after-tax interest rate
The interest rate paid on the debt portion of the housing asset is the same after-tax interest rate due to the MID. Hence the rental price of housing for an itemizer R I is:
In these ways the tax system reduces the cost of housing. The cost reduction τ(i + τ p )P H depends upon the taxpayer's marginal tax rate, the interest rate, the property tax rate, and the house price.
Thus, the housing tax subsidy for itemizers varies directly with marginal income tax rate, the interest rate, the property tax rate, and the price of the house. The housing subsidy is more valuable for high-income home-owing taxpayers in regions of the country where home prices are high and property tax rates are also high.
Housing Subsidy for Non-Itemizers
Non-itemizers face a different situation based on the fact that two different net-of-tax interest rates apply to the equity and debt portions of their housing asset. On the debt portion, the after-tax cost of borrowing is the full interest rate i due to the absence of the MID. The equity invested in the house has an opportunity cost equal to the after-tax rate of interest, (1-τ)i,
however. It is therefore necessary to separate the interest rate component of the user cost into two parts to show the after-tax price difference between debt and equity financing. If the share of the house price financed with debt is represented by the parameter θ, then the rental price of housing for the non-itemizer (R NI ) is:
The income tax system reduces the relative price of owning a home for the non-itemizer by the amount τ(1-θ)iP H . Hence, for non-itemizers, the cost of homeownership is only subsidized on the portion of the home that is paid in equity (1-θ). This provides an incentive for such taxpayers to pay down their mortgages quickly assuming that they have chosen to purchase a home in the first place.
For a given equity ratio, the higher the marginal tax rate or the equity share, the greater the subsidy, other things being equal. On both counts, recent developments in tax policy and mortgage markets reduce the housing subsidy for non-itemizers. Reductions in marginal tax rates in 2001 and 2003, along with new mortgage products that reduce the equity share (by lowering the down payment and raising the loan-to-value ratio), would both have this effect.
Alternative Housing Subsidy with a Mortgage Credit
Now, suppose that instead of the MID there is a mortgage interest credit subject to a cap based on area home prices as was recently recommended by the President's Tax Reform Panel (discussed in detail in the next section). The credit is based on the amount of interest paid on the house mortgage debt, for houses whose price does not exceed the cap H P ; otherwise the credit is capped at the amount determined by the maximum house price. We can write the credit as C = ciθP H , where c is the credit rate and θ is the share of the home price that is debt-financed. The rental price of housing for a non-itemizer receiving such a credit is:
where s is the share of the mortgage that is above the proposed cap, which depends on the median regional home price.
Compared to the non-itemizing case, the mortgage interest credit reduces the cost of homeownership by an additional amount that depends on the credit rate c and the interest paid on the amount of a mortgage below the cap, θ(1-s)iP H . Unlike the non-itemizer under the MID regime, in this case a homeowner with no equity receives a housing subsidy equal to the second term in curled braces in the expression above. In this way the credit has an incentive effect for first-time homebuyers with little or no equity.
Furthermore, notice that under the mortgage credit regime, the non-itemizing homeowner confronts a debt-equity tradeoff in the housing subsidy. As the debt parameter θ increases the first term of the subsidy shrinks while the second term grows. On balance, the size of the subsidy depends on the relative sizes of the marginal tax and credit rates. Homeowners whose marginal tax rate is above the marginal credit rate will obtain a larger subsidy by decreasing their home debt and financing with equity, other things being equal. On the other hand, homeowners whose marginal tax rate is below the marginal credit rate obtain a larger subsidy by putting as little down as possible and debt-financing as much of the home price as possible.
Incentive Effects
Both the MID and the credit mechanism provide incentives for households to consume housing, although the housing subsidy magnitudes and marginal incentives differ. The MID has incentive effects for itemizers only. The subsidy provided to itemizers is proportional to the interest rate, marginal income tax rate, the price of the house, and the fraction of the house that is financed with debt. Non-itemizers receive no specific benefit from the MID, although they do receive other subsidies from the tax system as discussed above (e.g. non-taxation of the implicit return on equity). The subsidy provided by the credit mechanism applies to itemizers and nonitemizers alike, and is proportional to the interest rate, the credit rate, and the price of the house, and the fraction of the house that is financed with debt. But, the cap affects the size of the credit, depending on the relative sizes of the marginal income tax and credit rates and the share of the mortgage exceeding the cap.
As a consequence of the cap feature of the credit mechanism the marginal incentives provided differ. The MID, provides an incentive for itemizers to purchase a home and consume larger quantities of housing. Furthermore, since the MID is effectively unlimited (interest on mortgages up to $1 million is deductible for a married couple) it continues to subsidize the purchase of additional housing, once the tenure choice decision has been made. The credit mechanism, on the other hand, provides an incentive for ownership for all taxpayers (unambiguously) and limits the incentive to consume more housing. Once the cap is reached, the marginal incentive is zero. Thus, the MID subsidizes both marginal and infra-marginal purchases of housing, but the credit subject to a cap stops subsidizing marginal housing purchases once the cap is reached.
Using data from the Federal Reserve Board's Survey of Consumer Finances, Table 1 illustrates the tax savings that are realized by families across the income distribution as a result of the MID. It also contrasts these savings with those that would be realized under a 15% credit.
As discussed above, tax savings are calculated as τiθP H in the case of the MID and as ciθP H in the case of the credit, with the limitation that the MID cannot be claimed on mortgages in excess of $1 million, and that the credit cannot be claimed on mortgages in excess of the regional caps.
Among those who benefit from the MID (i.e., itemizers with mortgage debt), tax savings for those at the median of the top 10% of the income distribution ($4,151) will be about 16.5 times the tax savings for those at the median of the bottom 20% ($252). This is driven by both the higher tax rates faced and the larger mortgages held by those at the high end of the income distribution. Switching from the MID to the a 15% credit undoes the effect of differential tax rates, reducing the benefit for those at the median of the top 10% of the distribution to $1,887, and raising the benefit for those at the median of the bottom 20% to $377. Switching to the credit mechanism also levels the benefits received by itemizers and non-itemizers. Also of note, the Survey of Consumer Finances reports that only 15.9% of those in the bottom 20% of the income distribution held mortgage debt, while 76.2% of those in the top 20% help such debt.
Mortgage Credit Simulations:

Recommendations of the President's Advisory Panel
The Panel recommended replacing deductibility of mortgage interest paid with a new "Home Credit" to be claimed against tax liability. The proposed credit would be for 15% of the interest paid on a mortgage in any given tax year and would not be allowed for interest paid on mortgages of second homes or home-equity loans (as is allowed under current law). In addition to switching from a deduction to a credit, the size of the mortgage that a credit can be claimed against is capped according to regional home values (currently the MID is subject to a national limit of $1 million).
The regional mortgage limits were set by the Panel using a formula that is based on the Federal Housing Administration's (FHA) limit for insuring mortgages. The Federal Housing
Administration insures loans from private lenders given to qualified high risk borrowers used for purchasing a home. The maximum amount of these loans varies by county. The maximum loan amount allowed in each county depends on the median house price of all other counties within the metropolitan statistical area (MSA). The county in the MSA with the highest median house price sets the FHA loan maximum for all other counties within the MSA. These limits also depend on the conforming loan limit set by Fannie Mae and Freddie Mac. The conforming loan limit is the maximum loan that Fannie and Freddie will take on and is based on an index of house prices that is updated annually using a survey of realtors and mortgage providers. The FHA uses the following guidelines for setting the maximum loan they will insure in an MSA:
• If 95% of the median house price is below 48% of the conforming loan limit, then the FHA uses 48% of the conforming loan limit set by Fannie Mae and Freddie Mac, currently $ 172,632.
• If 95% of the median house price is above 87% of the conforming loan limit, then the FHA uses 87% of the conforming loan limit set by Fannie and Freddie, currently $312,895.
• If 95% of the median house price is between these limits, then the FHA uses 95% of the median house price as the loan limit in that MSA.
The Panel proposed using 131.5% of the FHA loan limit in each county to approximate the average home price in each county. This amount is the mortgage cap, a taxpayer could only claim a credit for interest paid on a loan having a value below that level. 
Estimates of Mortgages Affected by Proposed Caps
In order to estimate the number of mortgage originations that would have been affected by the Panel's proposed caps we used a data source that has individual mortgage amounts and The HMDA data includes not only mortgage originations, but also mortgage applications.
We use only the observations where a mortgage was originated for the purchase of a home which eliminates mortgage applications for home improvement or refinancing an existing mortgage.
Although the Panel recommended that the credit be allowed for mortgages used for home improvement and refinancing, they did not recommend specific caps for these loans. Therefore, we do not include those in our analysis.
After matching originations in the HMDA data with the county-specific proposed caps we were able to determine which observations would have lost tax-preferred status on some portion of the mortgage. We estimate that nationally about 13 percent of mortgage originations in 2004 would have been partially affected by a loss of tax preference. Of the total 6.29 million mortgage originations 832, 925 were for amounts above the proposed caps. Table 2 reports the number of originations subject to the proposed caps for each state and also reports the percentage of originations that were above the proposed caps. California has the highest percentage of mortgage originations that would be affected by the proposed caps--almost 26 %. North Dakota has the lowest percentage, with less than 5 % of mortgage originations being affected. At the state level, the geographic pattern appears to be that costal states have a larger percentage of mortgage originations above the cap than states in the middle of the country.
States with small percentages of mortgage originations subject to the cap are overwhelmingly in the Midwest and Southeast.
The HMDA data also makes it possible to sort mortgage originations at the MSA level.
Since the proposed caps are related to housing prices in a given area, but have a national ceiling Tables 5 and 6 indicate that the impacts of mortgage credit caps would be felt more in high price MSAs than in MSAs with fast growing prices.
Description of Mortgages above the Proposed Caps
The state and MSA share of mortgage originations affected by the cap offer an important look into how many taxpayers would be affected by the proposed changes to the MID. In this section we take a closer look at the size of these mortgages as well as the income and racial characteristics of those who hold them. To get a better idea of how much of the mortgage would have been over the cap for these taxpayers, Table 7 shows the average difference between the mortgage size and the cap for the mortgages above the cap in each state. Again, the pattern emerges that residents of states on the coasts would be most affected. Not only do more of these The HMDA dataset also tells us the income and racial make up of those originating a mortgage in 2004. We present a summary of the income (the applications total) and racial make up (for the primary applicant only) for all the originations (Table 8 ) and for comparison sake a summary of these for the applicants that have a mortgage above the proposed caps (Table 9) .
Not surprisingly, both the average and median income in each state is higher for the applicants who originated a mortgage above the caps. Importantly, Asians, however, who in many cases make up a larger percentage of those affected by the caps than they do of all mortgage originations.
Summary and Conclusions:
Our estimations for mortgage originations in 2004 indicates that nationally about 13% of mortgage originations would have been partially affected by a loss of tax preference with the President's Advisory Panel recommendation for a capped credit in place of the MID. Of the total 6.29 million mortgage originations 832, 925 exceeded the proposed caps. Additionally, the number of originations subject to the proposed caps varies widely across the country. California has the highest percentage of mortgage originations that would be affected by the proposed caps--almost 26 %. North Dakota has the lowest percentage, with less than 5 % of mortgage originations being affected. States with high percentages of mortgage originations above the caps tend to be costal states, while states with low percentages of mortgage originations subject to the caps tend to be in the Midwest and Southeast. Low income and black individuals are also relatively unlikely to be affected by the caps.
Policy Considerations
If policy makers are to consider eliminating the MID or replacing it with a capped credit there are a multitude of questions that should be addressed. We discuss a few of the most important of these questions here.
Should housing be subsidized by the federal government?
There appears to be a general consensus that housing should be subsidized in some way due to its positive externalities. That view is implicit in the President's charge to the Tax Reform Panel, which specified that whatever they proposed-it should retain an incentive for homeownership. This charge apparently embodies a political view that a housing subsidy is essential.
Glaeser and Shapiro (2002) summarize evidence supporting several common arguments in favor of subsidizing homeownership, most of which are dependent on the deduction's ability to encourage home ownership over renting. They note that homeownership is strongly correlated with political activism and may increase home maintenance and gardening, and that increases in local homeownership results tend to lead to increases in local house prices. Glaeser and Shapiro conclude that "the overall body of research seems to confirm positive externalities from homeownership."
Should the subsidy be provided as a MID or a credit?
On the second question regarding the form of the subsidy, there is little direct evidence in the economics literature. What evidence exists suggests that the MID may not be an effective form of housing subsidy. While concluding that there are positive externalities from homeownership, Glaeser and Shapiro go on to note that the MID is not a particularly effective tool for subsidizing ownership. They argue that this should not be surprising for two important reasons. First, the distribution of the housing stock between single-family units (which tend to be owned) and multi-family units (which people tend to rent) is relatively fixed in the short run.
Second, the MID does not effectively target families on the margin between ownership and renting since itemized deductions are more commonly claimed by, and more beneficial to, those with high incomes who are more likely to be homeowners whether or not they are subsidized. estimates that indicate over 70% of tax filers did not receive any benefit from the MID in 2002.
Furthermore, their report indicates that more than 55% of the estimated MID tax expenditure went to the 12% of taxpayers with cash incomes in excess of $100,000 in 2004.
Our analysis indicates that the prospect of switching from the current MID to a refundable 15% credit offers potential social benefits at little social cost (although the switch may impose fairly significant tax increases on some high income individuals). Such a credit would both make the subsidy available to non-itemizers and increase the size of the subsidy for those who are either paying income taxes at the 10% rate or not at all. It could thus shift the subsidy away from those who are not on the margin between ownership and renting and towards those who are. This shift makes the proposed credit a more apt tool than the deduction for generating the benefits discussed above. Green and Vandell (1999) have examined the possibility of a revenue-neutral switch from the MID to a housing credit. Their proposed credit was a fixed dollar amount, unrelated to mortgage interest. Nonetheless, their simulations are instructive. They estimated that conversion of the deductions for mortgage interest and property taxes into a housing credit could increase aggregate homeownership rates by 3 to 5%. Furthermore, they estimated that the increase in homeownership would be higher in low-income neighborhoods.
If the policy objective is to increase homeownership, tax policy should be designed to affect the price of owner-occupied housing for the non-owner contemplating ownership. This requires a marginal incentive. For current owner-occupants, however, no further incentive is needed. Moreover, no incentive should be provided for current owners to increase the amount of housing they consume. Hence, infra-marginal incentives are not needed or desired.
Should the subsidy be limited?
This question raises two issues to consider. Should the overall level of housing subsidy be limited? If so, should the limit be absolute or relative to regional home prices? In order to gain the maximum effect in inducing home ownership, rather than simply providing a general subsidy for increased housing consumption, it is essential that the subsidy be limited or capped in some way. For this reason, the Panel's proposed credit subject to caps is sound. The current MID is limited, but the mortgage limits are so large that they are not binding for most homeowners.
Furthermore, if some form of limit or cap is desired, then the Panel's proposal to cap the mortgage credit based on regional median home prices provides a similar level of subsidy across the country. While violating horizontal equity in an absolute sense, it accomplishes horizontal equity in a relative sense. It only accomplishes this roughly, however, as our estimates indicate very different degrees at which the caps are binding constraints across the country. This is appropriate in order to convert the policy from a general housing subsidy to an ownership inducement.
What about policy transition?
Transition is an important issue to consider in the context of policy change. The essential issue is that for existing homes whose owners take advantage of the MID, the value of the tax subsidy is capitalized into the value of the home. If the subsidy were suddenly reduced, the usercost of housing would increase, causing a downward adjustment of house prices in the short run.
Over the medium run to long run, owners whose subsidy is reduced would be expected to adjust by consuming less housing. That would cause prices and quantities to fall farther in the market segment for large homes. On the other hand, former renters who were not able to take advantage of the MID would have new access to the mortgage credit that reduces the price of housing.
Thus demand for owner-occupied housing in their segment of the market would be greater, causing prices and quantities to rise. Ultimately, there would be a reallocation of resources in housing markets that would take place over time.
The President's Advisory Panel recommended a five-year phase-in of the credit cap for pre-existing mortgages. They suggested that the MID mortgage limit be gradually reduced from the present $1 million to $500,000 over three years ($900,000 in year one, $700,000 in year two, and $500,000 in year three). Then, in year four the deduction would be subject to a regional limit on the mortgage principle. Finally, in year five, the MID would be converted to a 15% home credit subject to the regional limit.
As with any policy regime switch, there is a trade-off between the efficiency gain from an abrupt transition and the equity gain from a slow transition. While not having a transition maximizes the potential efficiency gains, it is unfair to taxpayers who made decisions in the past based on the assumption that the policy would remain in effect into the indefinite future. A long gradual transition increases the fairness of the policy change, but reduces the potential efficiency gains from the policy switch. Ultimately, the political system must balance the efficiency and equity aspects of a policy regime switch. Note: The assumed tax rates are those for filers who are married and filing jointly at the median income level for each income group. The assumed levels of debt are the median levels of primary-residence mortgage debt for the subset of families within each income group that has this type of debt. 
